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I.

INTRODUCTION

Statistics of the Small Business Sector
Small businesses are critical to the American economic infrastructure, and the
purpose of this research is to provide information on the correct implementations of
internal controls along with the usage of accompanying accounting software. The
importance of this study is built around the business sector being made up almost entirely
of small businesses. To be exact, small businesses make up 99.9 percent of the total
American economy (United States SBA, 2). Most small businesses are classified by the
Small Business Administration (2019) as having five hundred employees or less
depending on the industry. However, under the Affordable Care Act, they are defined as
fifty or less (IRS, 2021).

Data Source: 2019 SUSB Annual Datasets by Establishment Industry
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In the fiscal year of 2020, the Small Businesses Administration reported a total
31.7 million small businesses (United States SBA, 2). Of these businesses, each year,
there is a dismaying amount that fail. There are multiple reasons for each failing business,
but many are traced back to the similar cause of weak accounting procedures (DeThomas,
Fredenberger, 14). There are many different accounting internal control procedures, and
in order for the financial information to be useful to management and other decision
makers, appropriate procedures must be used so that relevant financial data can be
accessed in a timely manner, is accurate and accessible. The customization of an
individual entity’s internal control system allows small business’s the flexibility to create
best practices that correspond with their particular needs.

Potential for Failure
Many of the businesses that fail in the United States, at least in part, because of
weak internal controls, are controlled by a manager or owner who lacks the financial
literacy that is needed to develop a strong and efficient internal control system.
(DeThomas, Arthur; Fredenberger, William., 14). There are many potential consequences
that could arise due to the employment of a manager who has the technical skills of the
business’s trade but lacks a minimal amount of financial literacy. General Accepted
Accounting Principles (GAAP), created for the purpose of preparing reliable financial
statements, may mean nothing to those users not financially educated. However, financial
statements, if prepared correctly, can positively influence every decision that is made in a
business.
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The significance of a business’s financial statements cannot be underestimated.
Properly prepared financial statements are the nucleus for many important business
decisions. These statements should influence the decisions of the user to achieve
beneficial outcomes for the organization. Negative consequences will likely occur
without proper designing of an internal control system that fails to produce reliable
financial statements. Accounting software is a valuable tool for small businesses because
the software itself can aid the improvement of an internal control system, yet the software
does not guarantee a strong system.
A strong system of internal control discourages errors and notifies management
when embezzlement or unintentional mistakes are made. The presence of
vulnerability(risk) for small businesses is strong because of several reasons including
lack of financial literacy by management and an improper design of an internal control
system. The lack of internal controls in your hometown “mom-and-pop” stores is a
leading contribution to the downfall in their financial survival. Implementing internal
controls is the practice of protecting your business from potential errors and fraud before
the actual issues arise. According to COSO (2013), “Internal control is a process,
effective by an entity’s board of directors, management, and other personnel, designed to
provide reasonable assurance regarding the achievement of objectives relating to
operations, reporting, and compliance.”
Once these internal controls are implemented, this eliminates one of the issues of
financial dilemmas from the list of causes leading to the end of a small business. As the
majority of these businesses are under the administration of the owner, it is pertinent that
controls are effective and improve efficiency and that of these controls are
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communicated to every user. The formal creation of an internal control system is often
neglected until fraud presents itself. With the prudence of designing a strong system of
internal controls a business may be protected and the opportunity mistakes and fraud
should not arise as easily than without these controls. An essential point of implementing
internal controls is the ability tailor to any specific environment.

II.

THESIS STATEMENT

This study will highlight common weaknesses in a small business’s internal control
system and recommend improvements that may be applied and utilized. This study could
be used as a basic guide for the design of an internal control system for small businesses
which make up so much of the economy. Can an accounting guide for small businesses
be created that would be helpful to increase financial literacy and strengthen an entity’s
system of internal control? My research question regarding the importance of correct
internal control procedures around the accounting system in a small business remains
fact, so I believe all small businesses can be positively affected. My conceptual study
aims to show financial benefits, long-term and short-term, in the businesses that utilize
these guidelines. Along with that, if the findings of this study are implemented, business
failure should decrease, providing for the restoration of confidence in the economy
leading small businesses.
The purpose of this thesis is to illustrate key internal control procedures that could
potentially save a small business from failure. The analysis will improve financial
literacy, specifically related to internal control, of management through a conceptual
study of certain small business accounting decisions. The data from the secondary
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research has been transformed into literature that can be used as a template. This research
attempts to ease the burdens of a small business; making it easier for entrepreneurs to
focus more on the tasks they love. The research question suggests that an increase in
financial literacy around internal controls will lead to more logical evaluation of decision
choices. Among these, the end goals of the guide are to: teach appropriate internal
controls to combat accounting mistakes and fraud.

III.

EXISTING LITERATURE

In this literature review, the sources of data that were key in my research have
been peer-reviewed journals and secondary data gathered from federal agency
documents. The databases that were utilized were ProQuest, Emerald, and Google
Scholar. There have been many recent studies published identifying issues regarding the
downfalls of small businesses. More importantly, there is research explaining the
importance of the correct accounting processes. Research states, “Financial planning as a
strategy is useful to small business owners to make the right financial decisions and avoid
pitfalls that could lead to loss or failure” (Shallow, 90). This financial planning is not
strictly referent to a single aspect of the business, but it is the product of financial
resources and financial techniques utilized (Akrani, 2011). Therefore, it is just as
pertinent to “…institute a system of checks and balances, including a review of all bank
statements and cancelled checks by someone other than the bookkeeper” (Hiscox, 11).
Additionally, always ensure that transactions are viewed by more than one person
(Hiscox, 11).
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My thesis is predominantly built around improving internal control systems of small
businesses and its ties to the various aspects of the business’s operations. There are five
levels of integrated framework principles for internal controls as depicted by the
Committee of Sponsoring Organizations of the Treadway Commission (COSO). Control
environment represents the senior leaders establishing a tone of importance regarding
internal controls (COSO, 4). Risk assessment is the process of accessing potential
external and internal roadblocks for internal control effectiveness. Control activities is the
set of established rules to deter risks of fraud (COSO, 4). Information and communication
depict the process of staying informed to support objectives and continually
communicating that information (COSO, 5). Monitoring activities must occur in an
ongoing process or separately for each step to determine their presence and functionality
(COSO, 5).
In 2017, a study by the United States Small Business Administration published its
findings stating that small businesses employed 60.6 million people (United States SBA,
2). Of the private sector workforce, this represents 47.1 percent (United States SBA, 2).
Research by a recent dissertation found that small businesses are extremely critical to a
country’s economic growth, yet their failure rate is found to reside substantially in
finance mismanagement (Shallow, 2017). There is a 60% rate of these businesses that
cannot make a profit, because of these lacking finance management practices (Mungal,
Garbharran, 2014). Maintaining sound financial records is an important part of the
foundation of any business. Accounting software can be a valuable tool for small
businesses and may assist in improving internal controls. In the class of accounting
software, ‘QuickBooks’ has received the highest rating from CNET (Epstein, Myers, 15).
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This is an excellent software to choose because it is user-friendly and mistakes are easily
corrected (Schiff, Szendi, 2014).
Lack of resources and expertise, the rapid growth rate, and financial strain create
opportunity for small businesses to be left vulnerable to potential fraudsters (Hessa,
Cottrell, 2016). A study focused on advice solely for preventing employee theft focused
on the worker’s opinions on how to stop the fraud. The research found that the inclusion
of video surveillance, employee appreciation to improve moral, and systems for internal
controls to manage the record keeping would all lead to improvements (Alstete, 2006).
This was important research because the best efforts to be effective in prevention reflects
the likelihood of who might steal from the company (Snyder, Broome, Zimmerman, 48).

IV.

RESEARCH DESIGN AND METHODOLOGY

My study is structured in a nonexperimental qualitative design. In order for the
highest level of understanding to be attained, there is a need for firsthand experience.
Therefore, for this need to be met, I employed the knowledge of my mentor. I completed
a conceptual study with a focus on secondary data. My focus for this study is small
businesses that lack basic financial understanding of their business. This is a scholarly
research paper to correct the certain reasons for failure in a small business. As the
conductor of this project, I outline common weaknesses in internal control systems of
small businesses and make suggestions for improvement.
The mentor of my thesis project, Professor Ann Henderson. She has ample
knowledge on the subject matter, and I worked closely with her to complete my tasks for
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the study. Along with research and the guidance of my mentor, my thesis analyzes the
entire process of my conceptual project. I created a summary of actions which serve to be
a guide for small businesses. It is necessary that I explain what was previously wrong
with the accounting activities and why it is important that they were improved in the
manner that they were.
Thesis Structure
The structure of my thesis follows the five elements of internal controls: control
environment, risk assessment, control activities, information and communication, and
monitoring activities (COSO, 2013). It is my plan to delve into each of the five aspects
and how they correspond with the interactions of a small business and its accounting
software. In the midst of this, I aim to increase the financial literacy of owners and or
management around the designing of an effective and efficient system of internal control.
Potential Research Conclusion
It is my hope to help small businesses lessen their chances of failing as a result of
poor internal controls. No funding is needed in the execution of this conceptual study.
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IMPLEMENTATION

Relating the Committee of Sponsoring Organizations of the Treadway Commission
(COSO) Framework to Small Business
An important aspect to consider in implementing controls in a small business is
cost effectiveness. This can be completed through careful planning as internal controls
are customizable to each individual business. Internal Control - Integrated Framework,
created by COSO and reissued in May 2013, presents five components and their direct
relationship with a business’s objectives:

12
COSO Internal Control

Control Environment

Risk Assessment

1.

Commitment of integrity/ethical values

2.

Oversight responsibility

3.

Structure, authority, and responsibility

4.

Commitment to competence

5.

Enforce accountability

6.

Declare suitable objectives

7.

Analyze risk

8.

Assess risk of fraud

9.

Significant changes identified

10. Choose control activities

Control Activities

11. Choose general technology controls
12. Incorporate policies and procedures
13. Relevant information utilized

Information and Communication

14. Internal communication
15. External communication
16. Ongoing/separate evaluations conducted

Monitoring Activities

17. Deficiencies evaluated and communicated

Putting the Five Components into Practice
I considered the entire COSO framework as I researched suggestions for
strengthening internal control, but much of my work falls within the third component:
Control Activities. Although there are many options for protecting a small business
depending on the nature of the business, some of the most pertinent controls are outlined
below.
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o Control Environment
Common weakness: When many small businesses are formed the owner’s
energy is on the profit-making measures of the business and not the
system of internal controls.
Suggested Improvements: Adopt a positive attitude around internal
controls and encourage employees to do the same.
Model ethical behavior to employees.
Create a written internal control policy manual which emphasizes that all
employees are responsible for abiding by the policies.
Create a well-defined and clearly stated code of ethics.
o Risk Assessment
Common weakness: While obvious business risks are often considered
many risks are often overlooked because of management is naturally
consumed with activities around earning a profit. Small business owners
often do not have the resources or band width to run the business and
prevent financial errors, whether intentional or unintentional. When
considering how to mitigate risk, account balances and financial statement
assertions should be prioritized (COSO, 2005).
Suggested Improvements: Using resources of the Small Business
Administration and/or a state university like The University of Georgia
Small Business Development Center at Georgia Southern University
(UGA SBDC) can be an essential resource for a small business. Small
business can work with consultants to identify potential risks.
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o Control Activities
Common weakness: Many small businesses fail to formalize a system of
internal control, therefore, leaving holes in the system causing errors to go
undetected.
Suggested Improvements: A minimal level of formalization should be
required business wide. This allows for a level understanding of control
processes, their importance, and individual employee responsibilities.
Although there are varied controls protecting a small business, a few of
the most preventive and detective pertinent control activities are below.
Preventive controls are designed to prevent errors and detective controls
are designed to detect controls.
Preventive Controls
•

Segregation of Duties – A major precaution from embezzlement and theft
would be disassociating a single employee from access to every element
of a business. There should be an emphasis placed on protecting cash
handling, records, and financial accounts. For example, one employee
should not be responsible for the custody of an asset (cash) and at the
same time responsible for recording the transactions around that asset and
preparing reconciliations concerning said asset. This would give the
employee too much control and the employees errors could go undetected.

•

Physical Controls: valuable assets and the accounting records should be
physically protected. Digital accounting records should be backed up and
only accessible with a user ID and password. Important physical

15
documents should be kept in a fireproof file cabinet or in a safe deposit
box a the bank. Cash should be deposited daily. Access to valuable
inventory and equipment should be allowed only to authorized personnel.
•

Proper authorization: The use of authorization is an inappropriate
transaction risk mitigator. There should be a set of clearly defined terms
by management for which actions require upper-level authorization. An
example of this in a small business may be an instance where an employee
would be able to make a small purchase but need supervisory clearance to
proceed with larger transactions.
Detective Controls

•

Reconciliations – A vital element of a healthy small business is a regular
monthly reconciliation of major accounts to ensure no unusual activities
have taken place. This means bank accounts and credit card statements
should be reviewed in depth. Any unusual activity should always be
questioned.

•

Audits– The process of an audit performed by a Certified Public
Accountant is costly, however, the benefits usually outweigh the cost.
Less costly reviews may be performed in some years to reduce the
expense.

o Information and Communication
Weakness: A lack of communication is the downfall of many problems including
information concerning the creation of reliable financial statements. Many people
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including business owners have not honed communication skills and therefore fail
at affectively communicating important information to employees.
Suggested Improvements: All employees should have proper and ongoing training
around their assigned duties including internal control procedures.
Every employee should have a specific job description that is reviewed and
updated regularly.
o Monitoring Activities
Weakness: Many business owners and or management are so consumed with the
profit earning activities of the business that monitoring is overlooked.
Suggested Improvements: Just as the use of a financial budget is useful in
comparing actual results to expected results, performing checks to ensure that
internal controls are working as planned is also essential. Managers should
1. Routinely perform internal audits
2. Conduct unscheduled cash counts
3. Perform employee evaluations
4. Review changes in laws and regulations to ensure compliance
5. Review customer feedback

VII.

CONCLUSION

In conclusion, many small businesses do not implement a strong system of internal
control yet protecting the business from fraud or unintentional errors is a valuable
process. This paper exhibits that an implementation of strong internal controls ultimately
helps protect a small business from the risk of failing. Small business management can
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implement a strong system of internal control and at the same time meet profit seeking
operational goals.
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